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date: FEB 8 1988

to:District Counsel, Los Angeles W:LA
Attn: Fera Wagner, ISF Industry Counsel,
Savings and Loan Asscciations

from:Assistant Chizsf Counsel (Tax Litigaticon) CC:TL
Attn: Jo Lynn Ricks, ISP Cocrdinator,
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subject: [ - :.=.C. 5 461(e) Iscue

Tals memcrandum i1g in response £o your raqueszt of
November 10, 1288, fcr technical advice concerning whather we
should pursue the following legal izzues at trial.,

2 sioino Lot section 461(e) precludes NG
from deducting such credited interest in

full, in which period should the disallowed interest be deducted?

T 3. Whether the portions ¢f Treas. Reg. § 1l.461(e) which
apply secticn 461l{e) principles tc short period taxable years are
valid?

CONCIUSIONS
1. 261-1(e) (1) (1)

" preclude from deducting, in

months of interest in the short pericd taxable year.

2 < 2ction 461l{e) precludes NN
ﬂfrom deducting such creditsd interest in full,
was required to apportion the disallowed amounts in

accordance with Treas. Reg. § 1.481-1(e)(2) and (3).
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3. The poertions of Treas. Feg. § 1.461{e) which arpiy
section 461(e) principles to short period taxable years are
valid.

FACTS

purchased the assets

and liabilities of a California
cerporation (" "y . The assets of | GzGEG

included all of the stock of its whollv gwned savings ané loan
subsicdiary,

seqg : ¢ adopted
's name. & G i y will herein-
ef ol

i -‘c ; . 3
conprr\'r or-. did T re
the stock purchase_zs asset acguisiti under secticn 28 and
d3id not ligquidate 4
The acquisition of -bv

. (AR
short reriod taxable year from through
DN r: ihc chort oeriod Tefurn, claimed an

interest exgense of . This deduction consigted of
tetweaen to months of interest, which was credited to
the depositors' accounts on—. We assume that
the amounts which credited as interest on || EGTKGNGEE
B vcr: withdrawable by the holder of such accounts on

r subject only to customary notice of the
hecléders' intenticn to withdraw the interest. £ee I.R.C,

§5 461 (e) and 5%1(a). This interest expense crezted a substan-
tial net onerat’ng loss=.

1/ The Appeals officer kelieves that, at the time of the
acqguisiticn, the acguisition qualified as one to which secticn
38l(a){1) applied. Section 3El(a)(l), as in effect for acquisi-
tions cccurring after August 31, 1982, states that secticn
381(a) treatment should be afforded "[iln the case of the
acguisition of assets ¢f a corporation bv another ccrporation -
(1) in a distribution to such otker corporation to whirk secticn
132 (relating to the licuidati f subsidiaries lies."”
Fowever, the acguisition of ﬂby
not fall within the literal language of § 38l(a
reasons: (1) acguired the assets of

"2 stock transaction, and not an asset transaction; and (2)
acoulsltlon did not occur in a distribution to
bo whlch section 332 applies.

ces

} (1) for two
through
such

v
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Cn , I :i1<d = Form 1139, Corpora-
tion Applicaticn for Tentatlva Refund, which carrzied back the net

opevatwng loss deductions to the tax returns of and
its savings and loan subsidiary. The Service allcowed such
carrybacks and 'made tentative refunds.
e note that arcund the FHEL2EB Jdetermined that
was insolvent and placed it in receivership. The FSLIC

created a new entity,
a Federal

Savings and Loan Associatl

A
[

’

transierred socme of the zssets from

DISCUSSION

Sectign 521 provides that zavings and loans zre allowad o
deduct from gross Iaceme "amounts pald to, or crzc d om0 oZhe
accounts of, deposgitors or helders of accounts zs dividencs cor
interest on their deposits or withdrawabls acgounts, 1Z such
anmeunts paid or accrued are withdrawable cn depand subiject only
to customary notice of intention to withdraw." hen Jiscussing
the taxable year in which the deducticns provided in gection 3310
are aprplicable, Treas. EReg. § 1.591-1(b){IZ} refers to the specia:
rules under section 4€l{e).

Section 461(e) limits the amount of the deducticns under
section 591 for dividends and intarest credited to a depositor's
account. Section 461i(e) provides that, except as rproviced by
regulations prescribed by the Secretary, a savings and loan
cannot deduct amounts it has paid cr credited to depcsitors’
accounts as interest or dividends on their withdrawable acccunts
"to the extent such amcunts are T*aw:: or credited for pericds
representing mere than 12 months." Hewever, the savings and loan
will be able to deduct the amcunts diszallowed in another taxable
year "as the Secretary determines to be consistent with the
preceding sentence.™ I.R.C. § 46l(e).

The legislative history accompanying section 4€1(e) providess
that:

It is contemplated that in any cases
inveolving a short year, the Secretary will
use his requlatory authority already
available to prevent the deduction in such
years for periods in excess of the appropri-
ate number of months, or portions of months.

v g
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H. Rep. No. 2544, 87th Cong., 2d Sess. 3-4 (1962). Accordingly,
Treas. Reg. § 1.461- 1( ) (1) (i) prevides that feor a short per¢od
tazable year, the savi nge and loan will be desnied a deduction for
dividends or Pt rest paid or credited:

to the extent that such amounts are paid or
credited for a period representing more than
the number of menthes in such short peried.
In such a case, the rules contzined in
section 461 (e} and this paragrarh apply to
the short period in a2 manner consistent with
the application of such rules to a lZ-meonth
taxable vear.

Treaas. Reg. 1.4681-2{e) {1} {i}) defines a shor%t pericd as "z
farable y=zar censisting of a period of lass fhan 12 mopnths.®
The Trezsury Reculat:ons Trovide Lwe 2ngeptionsg o cae

fcregoing nonallowance rulss., Trzas., Reo. § 1.461-l e) (L} i:
Pirst, the foregcing rules axre inapplicable to the taxpayer

the vear in which it liguidatss. Hewever, 1f the Iliguidation a3
a part ci, or fcllows an acgulsition of ihe tzipaver's assetz,
and the acguiring corporation takss into account certain itams of
the target corperation pursuant tc secticn 38i{a), the fcorageoing
ncnatlowance rules will still apply. Treas, Reg. § 1.4601-
1{e) (1) (ii). Second, the ncnallowance rules provided in szecticn
461 (e) and Treas. EFeg. § 1.461-1(=2)(L1){i) zare insppiicable to
taxpayers who pay or creadit grace interest cor dividends to

depositors or sharehcldlers who terminate their acccunt, as long
as the total amount of the grace interest or dividends paid or
credited during the period is equal to or Iess than 10% of the
total interest or dividends generally paid or credited during

such period.

: After deciding whether the savings and loan will be denied =z
portion of its interest or dividend deduction under Treas. Feg.

§ 1.461-1(e) (1) (i), the Treasury Regulations then provide a

method for calculating the amcunt of interest which is to Dbe
disalleowed. The amcunt of interest which is disallowed is
calculated by taking the difference Letween:

the total amount of dividends or interest
paid or credited to that class of accounts
with respect to which a deduction is not
allowed under subparagraph (1) of this
paragraph during the taxable year (c¢cr short
period, if applicable) and an amount which
" bears the same ratic to such total as the
number 12 (or number of months in the short
pericd) bears to the. number of months with
respect’ to which such amounts. of dividends or
interest are pa*d or. cred ted.

n' - -4
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Treas. Reg. § 1.461-1(e}({(2) (emphasis added). Treas. Reg.

'§ 1.4€1-1(e) (3) provides two instances in which the savings and

loan will be akble to deduct the disallowed interest in later
taxable yeare. First, such disallowed interest can be deducted
in any later taxable year as long as the deduction, when comkined
with the interest or dividend deducticns allowable in the later
taxable year, do nct represent z period of more than 12 months or
a period greater than the number of months in the short pericc.

Second, even if such deductions regresent (1} a pericd of
more than 12 months or (2) a period greater than the number cf
months in the short pericd, the taxpayer can deduct one-tanth of
the disallowed amount as a deduction in the 10 succeeding *taxalble

vears if the Commissicner is satisfied that the taxpaver 2ié not
intand %o aveid taxes. Treas. Rec. § 1.46L=-1le)(2)(ii1}. T£ zhe
digallowed amcunt 1g for & tax vear 2nding =aftsr July 1, 136.:;
the savings and lcan can hegin to Jdeduct 10% of the dizallcwed
zmeunt in the tazable year that the deduction was disailcowed.
Treas. Reg. § 1.461-172){2) (i1}, TI£ the feduction is denlad
solely becausge the taxpaver was a party te an acguisiticn
described in secticn 28l{a}, the Commissicner will allicw =xae
ta:pafer to take the denied interest deducticons cver & L1i vear
peried in actordance with the foregecing rule. Id.

If the gavings and loan liquidates or ceases tc do business
before it has tzken a deducticn for all ¢f the interest deduc-
tions it iec entitled toc, it can deduct the balance of the
interest deductions not previcusly tzken in the taxable year it
liquidates or othervise ceases to do business. Treas. Reg.

§ 1.461-1(e)(3)(iii). Fowever, if the savings ané loan is th
target of an acculsiticn descrited in sectien 38l{a}, the
acguiring corpeoration will succeed to the bzlance of the disal-
lewed interest expense. The acquiring corporation will account
for such amounts con the same basis as the target, had the target
remained in existence., Treas. Feg. § 1.461-1(e) (3) (iii}.

Ec A j ) ‘t“i
¢laimed interest expence upder Treagc, Rea, § 1.461l-1(e).
1. Sipc failed to comply with Tre=as, Rea. & 1 .467-
I cannot claim the full apount of the ipterest deduc-

ticn it reported on i:s short mericd +ax return.

Petitioners failed to comply with the Treasury Regulations
under § 1.4€6l-1(e}, Petitioner deducted 2s an interest expense
interest which was credited_for a periocd representing i
months, which exceéded the lday perlod represented by [ =
short period taxable year. UNone of the exceptions to the
disallowance rules apply-to . was not liquidated
, Further, based on our
subsequent telephone conversation, we assume that the exception
to section 46l(e) for taxpayers who pay or credit grace interest

- ¢ .
- * . ¢
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or dividends to terminating depositors does not apply to —

Accordingly, the respondent properly disallowed as a deductlon

for the short pericd taxable year the proportionate amount of

iiﬁrued interest credited for the periods representing more than
ays .

2. Since Treac, Reg. & 1,461-1(e} {is apelicable to;
-Was required to apportion the disallowed amounts in
agcordance with Tregs. BReg. § 1.461-1(eb (2} and (3).

Moreover, the computation set forth on page 6 cf the Apreals
Supporting Statement for IHIMM's short period L/ correctly
reflects the amount of the interest éisallowed under Treas. Reg.

§ 1.461-1(e)(2). The acquisition of ] resulted in an
interest expense of S*, representing & pericd of ldays
{(the numker of days in theggmonth period ofgé through
Pursuant to Treas. Reg. § 1.461-1(=
ceals calculated that the amount which should be di cwed as
deducticn in the short periocd is the amount which iz in excess
of S; (which equals $ multipiied by the ratic
of number of daye in the short vericd (J over the number of cdays
with respect to which the interest was credited (. According-

ly, Appeals calculated the unallowable interest credited in the

short period to be SN I - EEENN -

Furthermore, under Treas. Reg. § 1.461-1(e} (3)(ii), Appeals
took the position that M-t the disallowed interest, or
$i; gshould be deducted in the I subsequent taxable
years,; becinning with the Hm shcrt period. Accord-
ingly, the A ls Supporting Statement correctly stated that a
portion of 's claimed interest expense should be disallowed
pursuant to section 461l{e) and Treas. Reg. § 1.461-1{e) and
correctly stated petitioners' adjusted tax liability.

2},
1 1

R
gal
ig

Ap
a

3. Petiti ! ti

Petitioners have raised the following two arguments to
Appeals. First, petitioners argued that since Treas. Regq.
§ 1.461-1(e)(1){i) and (e)(2) refer to the number of "months" in
the short period, these Treasury Regulations are inapplicable to

since the short period was days. Although Treas. Reg.

§ 1.461-1(e} (1) (i) describes the amount of interest disallowed
for a short pericd as the amounts paid or credited for & periced
exceeding the number of "months" in such short period, this
phrase does nct render the Treasury Regulation inapplicable to
short periods which are less than a month. Such a literal
interpretation of this regulztion would be at odds with the other

2/ All of the calculations referred to in this memorandum
were done by Appeals and are contained in the Appeals Supporting

_Statement.
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wording of the Treasury Regulation as well as the Congressional
intent underlying section 461(e).

Treas. Reg. § 1.461~-1(e) (1) (i) specifically defines a.short
period as "a taxable year consisting of a period less than 12
months.” Accordingly, the regulation implicitly recognizes that
ad 'short taxable year may be a portion of a month. In -addition,
the legislative history explicitly states Congress' intent to
apply the disallowance provisions of section 4€l(e) to short
periods consisting of a few days. Congress intended that the
Secretary promulgate regulations to prevent a savings and loan
from taking & deduction representing periods "in excess cf the
. « . portions of months™ in the short period taxable year. F.
Rep. No. 2544, 87th Cong., 2d Sess. 4 (1962).

Similarlv, Treas. Reg. § 1.461-1(e) (2) discusses the
computation of the interest or dividend expencses disallcwed zs =
deduction during a short period on the basis c¢f the number of
"months™ in the short period. Eowever, this language cannot be
construed to mean that the computaticn cannot be done in a short
period taxable year which is less than one month. £Since Congress
intended that interest or dividend deductions be disallowed for
periods in excess of portions of months, we can infer that
Congress would have intended the calculation to apply when there
is a short period consisting of a few days. Bccordingly, 1t was
proper for the Service to determine the amount of disallowed
interest on a daily basis and apply the same principles set forth
in Treas. Reg. § 1l.461-1{e)(2).

Indeed, the Service has determined in other circumstances
that the monthly computation provided in Treas. Reg. § 1.461-
"1(e)(2) should be made on a daily basis. PLR7825013. 1In
PLR7825012, a savings and loan changed its method of paying
interest on its savings certificates. Pricr to October 1, 1986,
the savings and loan paid interest on its savings certificates
three months after their issuance and each succeeding three
months thereafter. During the taxable year ended September 30,
1277, the savings and loan decided to change its date of paying
interest on the savings certificates to the last date of each
calendar year quarter. BAccordingly, during the first quarter
ending December 31, 1976, interest was paid as usual. The
savings and loan also paid interest on all certificates from the
date of the last payment through December 31, 1976. After that
date, the savings and loan paid interest according to its new
method, i,e., on the last date of each calendar gquarter.

The Service ruled that the savings and loan should deter-
mine, on a certificate by certificate basis, "the total amount of
interest paid on each certificate during the taxable year and the
appropriate number of days for which this interest was paid.”
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PLR7825013, surra, at 2. Por these certificates for which
interest was paid for more than 365 days, the amount which was
disallowed as a deduction equals the difference between:

. the total amount of interest paid and an amount which

bears the same ratio to such total as the numwber 365

bears to the nygher of Aave with respect to which such
amounts are paid or credited.

I¢. (Emphasis added).

Petitioners alsc argued to Appeals that if there were no
acquisition, the interest deductions [N tock for M would te
L3

attributakle to a 12 month period and, thus, section 46l(e) woulc
not apnly. Accordingly, nmetitioners bellieve that there is no
abuse; znd that they are heing penalized for 2 mere charge in
cwnership 0f the savings and loan. Fowever,; this point is
irrelevant. Congress sxprassly recuested that the Secraztary
develop requlztions to pravent the deduction of interest Iox
reriods in excess of the numher of Aavs or menthe in 2 shor:
rericé taxable year., The ragulations were specificzally intended
to cover change ¢f ownership situations. Traas. Reg. § 1.4¢1-
1{e) (1) (ii) states that the section 46i{s) disallcwance rules
will apply to a taxpayer in the year it liguidates If the
liguidation follows or is a part of an asset acguisition pursuant
to secticn 381(a}l. In addition, Treas. Reg. § 1l.481-1{(2) (3} (ii}
provides that if the taxpayer is disallowed a deduction under

section 4€l(e) solely because the taxpayer was & party to an
acquisition to which section ,°l(a) applies, the taxpayer will be
allowed to deduct the cdisallowed amounts pursuant to Treas. Reg.
§ 1.461-(e) (3)(ii).

Moreover, these regulations are consistent with the Congres-
sicnal intent underlying section 461l(e). (See page 10 cof this
memorandum for a discussion of this point.) ﬁ agreed to the
change in ownership and designatad the form and timing of the
acquisition. The acquisition could have been structured to take
place on and section 46l{e) would nct have
applied. Yet, chose to structure the acquisition to occur
cn I invoking the application of secticn 4€l(e).
Accordingly, [l is boundé by the tax conseguences which result
from the form and timing of the acquisition it chose.

C. The portionsg of Treas, Reg, § 1.461(e) which applv section
461 (o) principles to short period taxable years are valid.

Petitioners may contend that the porticns ¢f Treas. Reg.
§ 1.461(e) which apply section 46l{e) principles to short period
taxable years are invalid. This iz an argument freguently made
by taxpayers when discussing the applicability of Treasury
Requlations. We have concluded that the Treasury Regulations in
issue are interpretative regulations and would be upheld as valid

L
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since they are cohsistent with the legislative history uncerlylng
section 461( e)

1. ¢ i d s A i +

The porticns of Treas. Reg. § 1.461-1(e) which apply section
461(e) principles to a short period taxable year are valid.
Treasury Regulations command the respect of the Ccurt, since
Congress has delegated to the Secretary of the Treasury the task
of "adninistering the tax laws of the Nation." QCommissicner v

PQ:*TaQQ Cement Q of Utah, 45C U.S5. 1%6, 169 (12€l). Upited
States Cartw t, 411 U.S. 546, 550 (1973); acgcord United
States v, Correll, 389 U,8, 299, 307 (1967). B court chould
ordinarily defer. to a Treasurv Regqulation if it "implement{s] the
congrescional mandate in some rzasonable manner." Correll, 389
U.E. at 307 ( Statas zar Cn,, 455
U.2. 15, 24 ¢ Cam Mationmal
Muffler Degle 472, 4749-
2477 {1879 A v QET (1l287).
Stated ano s ained
unless ung ] E 1 rzvenua
statutes. . Sehe 59; C S ICner V.
South Teuss Tugpber Co., 32 .2, {1543 hen analy¥zing
whether the regulation is inconsistent with the intent of the
statute, courts focus on the legislative history underlving the
statute. 2rpco, 98 T.C. at 958 n.7; see geperally YQgel, 452

k . §
U.8. at 16; Estate of Buyllard v. Commissioner, 87 T.C. 261

(1588).
2. Standarés qf Deference

The general deferential standard is further refined by the
type of authority under which the regulations are issued. 2
regulation may be promulgated under the Secretary's general grant
of authority under section 7805(a) to issue all necessary rules
and regulations, i,g  an interpretative regulation, or it may be
lssued under a specific statutory grant of authorltj, i.e., 2
legislative regulation. Cehl Company v. Commissioner, 795 F.2d
1324, 1328 (1986). An interpretative regulation is to be upheld
as a reasonatle interpretation of the congressional intent as
long as it harmonizes with the statute's language, crigin, and
purpose.. Vogel, 455 U.S. at 26; RQEQH Companies. Inc, v, United
States, 452 U.S8. 247, 253 (1981); National Muffler, 440 U.S. at
477, A regulation will not be lncon81st=nt with the language of
the statute "simply because the statutory language will support a
contrary interpretation.” Vogel, 455 U.S. at 26.

On the other hand, legislative regulations are entitled to
greater deference than interpretative regulations. Yogel, 455
U.S. at 24; Rowan, 452 U.S. at 253; Armco, 88 T.C. at S557 n.7;
Fife v. Commissioner, 82 T.C. 1, 15 (1984). When examining a

legislative regulation, the primarily focus of the court "is
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whether the interpretation or method is within the delegation of
authority." Bgwan, 452 U,S. at 253

The Service has taken the position thnt Treas. Reg. § 1.461- |
l1(e} is interpretative. When Treas. Reg. § 1.461-1(e} was
published in-T.D. €917, 1961-1 C.B. 108, the Commissioner of the
Internal Revenue Service stated that this Treasury decision was
"issued under the authority contained in secticn 7805." 1967-1
C.B. at 113, Accordingly, the Treasury Regulation will be upheld
if it is a reasonahkle interpretation of congressional intent.

2 Congraccional Tntent

Althoug? the statute does not discuss the anplication af

ecticn 461{e) tc short paricd taxable years, statements in the
fonse Pomm1ttee Peport chow that this application of secticn
§l(e) was e:pressly centemplatad by Corngress when enacting the
tatute. The House Repcrt from the Commitkas on Wave and Mazng
rcvidaes that: "It ig COngLﬂulatﬁé that in any cazses involwine 2
hort year, the ESecretary will use his ragula:ory zutherity
lready available to pravent the deduct¢on in such years for
eriods in excess c¢f the appropriates number c¢f menths, or

L TSI I T O AN 5 3 1)

portions of months." E. Rep. No. 23544, 87th Cong., 2d ESess. -2
(1962} . The Treaszury Regulations promulgated uy the Secretary t
Frevent the bunchlng of interest in =z short pericd are consisten
with the intent of Congress.

Moreover, the application of secticn 461{(e) to disallow a
portion of the interest deductions in a short pericd where a
bunching of such deductiocns occurs is consistent with the
legislative history of section 46l(e). Congress enacted section
461 (2) to prevent thrift institutions from manipulating their
interest payment date in order to (accelerate or) defer intesrest
or dividend payment deductions from one year into a subseguent
year. ©8Buch a deferral could cause an appreciable tax deducticn
solely resulting from the timing of the deduction. HE. Rep. No.

2544, sypra, at 1-5.

Congress anticipated that thrift institutioens could also
achieve favorable tax consequences by manipulating their interest
_payment date to.£2l1l within a short pericd taxable year. A
savings and loan asscciation's deduction of interest which was
credited for a period longer than the number of days or months in
the short period results in the ingtitution receiving an appreci-
able tax reduction resultlng from the tlmlng of the deduction.
This result occurs even in those cases in which the taxpayer may
not have attempted to aveid the paynent of tax. Accordingly.,
these regulations are valid. :




- 11 -

If you have any questions concerning the foregoing matter,
please contact Jo Lynn Ricks at FTS 566-33350. This technical
advice was coordinated with Branch Nos. 1 and 2, Tax Litigation
Division.

MARLEME GROSS

AN

RATHLEEN E. WHATLEY /|/'
Chief, Tax Shelter Branch




